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For Public Finance and Audit Advice
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" SUBJECT: Interim Audit Report— California Republican Party/V38

(LRA 829)

L INTRODUCTION

The Office of the General Counsel has reviewed the proposed Interim Audit
Report (“IAR”) on the California Republican Party/V8 (“Committee”).! Our comments
address issues in Finding 3 (Extension of Credit by a Commercial Vendor). We concur
with any findings not specifically discussed in this memorandum. If you have any
questions, please contact Danita Lee, the attorney assigned to this audit.

We recommend that the Commission consider this document in Executive Session because the

Commission may eventually decide to pursue an investigation of matters contained in the proposed IAR.
11 C.F.R. §§ 2.4(a) and (b)6).
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II. EXTENSION OF CREDIT BY A COMMERCIAL VENDOR (Finding 3)

Finding 3 addresses an extension of credit by Strategic Fundraising, Inc. (“SFI”"), which
the auditars conclude may have resulted in a prohibitett contribution to the Committee.
The proposed 1AR. concludes thai SFI did nat extend credit to the Cammiitiee in the
ordinary course nf business and that SFI failed to make a commergially reasonable effort
to collect the debt. In these comments, we note that the contract between SFI and the
Committee appears to present issues similar to those in other matters involving "no risk"
or "limited risk" fundraising arrangements between direct mail or telemarketing vendors
and political cormnnittees. See, e.g., Memorandum Frem the Office of General Counsel to
the Commission, Rightmarch Request far Early Considenation of Legal Question, Mareh
14, 2011.

III. BACKGROUND

The proposed IAR indicates that the Committee failed to pay several invoices for
SDI voter/donor file prospecting, caging, fundraising and mailing services for periods
ranging from approximately four months to two years. The invoices totaled $1,171,002.
The auditors contend that SFI failed to make a commercially reasonable effort to collect
the debt because it did not subniit weekly bills to the Committee or charge interest on the
outstandintg debt in accordance with the terms of the contract between SFI and the
Committee. The Commnittee submitted e statement from SFI explelning that SFI
reasonahly attempted to cdllect the debt by negotibting a payment plan after the
Committee was unable to pay for servicee cansistent with the terms of the cantraet. The
proposed Report notes that the Committee did not provide evidence of a negptiated
payment plan and thus concludes that SFI did not engage in commercially reasonable
efforts to collect the Committee’s debt. Neither the praposed Report nor the information
the Committee submitted regarding its debt to SFI address whether SFI’s extension of
credit was permissible. Therefore, we will discuss the standards the auditors should
consider in their analysis of whether the extension of credit was permissible. We will
then address whether SFI’s effort to collect the debt was cormarcially reusonable.

A. Initinl Extenyion of Credit May Have Lacked Aidesquate Safeguerds

The terms of the contract between the Committee and SFI provide that SFI was to
provide telephone fundraising services directed at both previous and prospective donors.
The contract provided for weekly invoices. Prospecting invoices were to be payable
upon receipt and invoices for proven donor efforts were to be payable within 30 days.
The prospective donor fundraising included a “Break-Even Guarantee,” whereby the
parties agreed that the Committee would not be expected to pay more for prospecting
catls than the sum of all actual comtributions generated by those calls. The Guearantee
included a provisioe in which the parties acknowledged that SFI was “accepting
significant business risk” by extemding the Guaruntee ta the Committee and provided
partial mitigation of the risk by granting tp SFI the exclusive “right to condnet [the
Comnittee's tclamarketing] programs cver the course of an entire year.” The contract
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also required the Committee to collect, deposit, and record all individual contributions
generated by SFI and to provide SFI wath regular reports “identifying all individimls who
conaibuted to the Committee as a result of SFI’s effurts, along with the amout nad Hate
of aach coniributian.” The pasties agreed that SII would be paid for its praspecting
services at “an amount equal to the gross receipts generated by each prospecting project.”
The contract also indicated that if the “cumulative gross proceeds from all Prospecting
campaigns performed in a calendar year exceeded the total of all prospecting calls . . . the
positive difference [would] be credited to the Committee.” These terms raise a question
of whether SFI’s extension of credit to the Committee was in the ordinary course of
business.

The Act defines a contribution as “any gift, subscription, loan, advance, or deposit
of money or anything of value made by any person for the purpose of influencing any
election for Federal affice.” 2 U.S.C. § 431(8)(A)(i). Cemmissian regwiatians further
provide that an extengian of credit to a political committee by a cammercial vendor is a
contribution unless the credit is extended in the ordinary course of business and on the
same terms as extensions of credit to non-political debtors of similar risk and for an
obligation of similar size. 11 C.F.R. §§ 100.55, 116.3(b). In determining whether an
extension of credit was in the ordinary course of business, the Commission considers
whether the vendor foflowed established procedures and past practiees, whether the
vendor received prompt payment in full for previous extensions of credit, and whether the
extension uf credit conformed to the usuel and normal practice in the industry. 11 C.F.R.
§ 116.3(c). If a voudar extends credit and fails to make a commercially reasonable
attempt to abtain repayment, a contribntion will result. 1.1 C.F.R. §§ 100.55, 116.4(b)(2).

The Commission has addressed “no risk” or “limited risk” fundraising agreements
like the one at issue here in enforcement matters and advisory opinions throughout the
years. In at least one enforcement matter and in two advisory opinions the Commission
has applied 11 C.F.R. §§ 100.55 and 116.3 (or their regulatory predecessors) to determine
whether such arrangements were extensions of credit that resulted in in-kind
contributions. See, e.g., MUJR 5635 (Conservative Leadership PAC) (addressing a “no
risk” fundraising contract where toe committea was not respansible fur the eosis of
fundraising in excess of the money raised); AO 1991-18 (New York State Democratic
Cominitiec) (addressing a “limited risk” fundraising contract whare the enannittee’s fall
payment of the vendar’s commissions was tied to the prospect that the fundraising would
pay for itself over several years); AQ 1979-36 (Committee for Fauntroy) (addressing a
“limited risk” fundraising contract where the committee was only required to pay three-
fourths of the total amount of contributions received irrespective of the actual amount of
fees and expenses).? In these matters, the Commission has required committees to have

2 The Commission also has addressed contracts and dealings in contexts other than fundraising in
which committecs assumed no risk or limited risk. See, e.g., MURs 5069 and 5132 (Comite Acevedo Vila
Conisionario 2000) (determiniag that no comributicn resulted when a Puerto Rico advartising agency
bought television time an behalf of a candidate without first receiving payment based on evidence of
common industry practice in Puerto Rico); MUR 4742 (Juan Vargas for Congress) (finding a reportable
extension of credit, but no contribution, resulting from a “deferred compensation™ contract with a
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safeguards in place to ensure that committees in fact pay for all of the costs of the
funintisiag pragramec. See MUR 5635 (Conservative Leadersiip PAC); AO 1991-18
(New York State Democmtic Committee); AO 1979-36 (Committee for ifauntroy).
Specifically, the Commission has focused on whether a eommittee would receive
anything of value without timely and proper compensation first being paid to the
fundraising firm and any third-party vendors. See id. Safeguards proposed by the
Commission have included requiring advance deposits by a committee to reimburse
vendors for potential shortfalls, limiting the term of the contract, or allowing vendors to
terminate the contract early and demand full payment as a result of poor fundraising
perfoermance. See id. More recently, however, in the Commission's audit of the
Riglrtmarch committee, which: presented similar issues, the Commission considered a
mercorandum from the committee requesting legal guidarnae, but was onable to provide
guidanee by the niecessary four vates. See Memcvandum Fram the Office of General
Counsel to the Commissian, Rightmareh Request for Early Camsideration of Legal
Question, March 14, 2011.

The "Break Even Guarantee" in the contract between the Committee and SFI
appears very similar to the type of “no-risk” or “limited-risk” provisions that the
Commission has found in previous matters could constitute in-kind contributions in the
absence of safeguartis ensuring that the Committee woultl pay for all of the costs of the
fundraising programs and that the vendor would bear all of the financial risk of programs
not paying for themselves. Morrover, in an arzasrgement nuot seen betore in the pricr
cases, the vandor, SFI, does nat even Ho the "caging" af oontributions resultimg from the
fundraising activity. Contributions were to be sent direetly to the Committee, which was
supposed to deposit them in its own account and then pay the invoiced amounts to SFI.
This provision, in combination with the "Break Even Guarantee," raises questions as to
whether the arrangement between the Committee and SFI was one in which “the
committee retain[ed] contribution proceeds while giving up little, or assum{ing] littie to
no risk with the vendor bearing all, or nearly all the risk.” See AO 1991-18 (New York
State Democratic Party).

On the ather hand, while the camtract provided that the Cowcrmittee would not have
to bear any risk that prospecting calls would not genarntr oontributions sufficient to cover
SFI's costs in making them, the contract also contains a provision purporting to grant SFI,
in consideration of that risk, an exclusive one-year right to conduct all telemarketing
programs for the Committee. This raises a question regarding whether the exclusivity
clause provided sufficient financial value to SFI such that it negated SFI’s assumption of
the risk that it would lose money on the prospecting calls. However, absent additional
information showing that the value of the exclusivity clause was comparable to SFI’s
financial risk or informatien showing that *“no-risk” or “limited-risk™ agreements such as
the Guarantee between the Conunittee and SFI conformn to the usual aud normal practice
in the tatemarketing induscry, we oenclude that SFI did rmat extend eredit io the

candidate’s general consultant where the consultant’s retainer was only to be paid if the vendor and the
committe¢ agreed that the committee could afford to pay it without harmi to campaign'’s viability).
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Committee in the ordinary course of business. We recommend that the auditors revise
the proposed Repart to fidly address and analyae whether the SFI’s extensian of credit
was permissible. We also recarnmend that the anditnrs give the Cainmittee an
oppartunity to submit infermation regarding the value of the exclusivity clause and nzual
and nommal practices within the telemarketing industry to show that it extended credit to
the Committee in the ordinary course of business.

B. Committee May Not have Undertaken Commercially Reasonable Debt
Collection or Settlement Efforts

Even where afr extension of credit by a commercial vendor is legally permissible
when made, it may ripen into a contribution over time through a lack of commercially
reasonable attempts en the part of the vendor ta collect the resulting deht. The
Commission determines that these attempts are commercially reasonabie if the vendor
has pursued its remedies as vigorously es it would pursue its remedies against a non-
political debtor in similar circumstances. 11 C.F.R. § 116.4(d)(3). The proposed report
indicates that far from meeting this standard, there is no indication that SFI even billed
the Committee according to the terms of the contract, much less that it made oral or
written requests for payment beyond the initial invoices, withheld additional services
from the Committee, imposed additional charges or penalties for late payment, referred
the overdue debt to a commereial debt collection service vr pursued litigation.

11 C.FR. § 116.4(d)(3).

However, the letter that SF1 submitted to the Audit Division provides sneae
insight into actions that SFI may have taken to collect the Committee’s debt. SFI’s letter
acknowledges that the Committee “maintained substantial accounts receivable.” The
letter also suggests that SFI may have renegotiated the payment terms of the original
contract to ensure that it would be paid. In particular, the letter states that SFI “worked
with [the Committee] in its mutual interests by allowing flexible payment plans.”
Although not explicitly stated, we believe that SF1 presents the fact that it renegotiated
the original contract terms as evidence that it made a commercially reasonable effort to
coiieet from the Commiitice. The Commenisslen detonmiies whether settlomant or
renegotiation of a debt with an ongoing committae is or is not a contribution by the saine
standard of eommercisi reasonableness described above.

Notably, though, SFI indicates that its renegotiation was consistent with its
treatment of political rather than nonpolitical clients; the regulatory standard is
nonpolitical clients. See 11 C.F.R. § 116.4(d)(3). More significantly, however, neither
the letter nor any other information provided by SFI contain any detailed information
about the renegotiated terms of the extension of credit. Absent this information, there is
no indication that SFI acted with commereial reasomableness. Thus, we concur with the
proposed IAR thort SFI did not undertake ecmmercially reasonable efforts to collect the
debt. The Cammitira should be given the opportunity in response o ta: IAR to provide -
detalls abaut the renegotiated terms of ita debt to SFI and whether those terms are
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consistent with SFI's treatment of nonpolitical debtors of similar size and risk of
obligation.



